worthless.
14 Plaintiffs in stock-drop cases have experienced great difficulty in meeting this standard, 15 which has effectively insulated fiduciaries from liability in all but the most extreme circumstances. 16 Consider the following examples, which are based on actual stockdrop cases:
1. Plan fiduciaries have observed Big Finance, Inc.
substantially increase its ties to the risky subprime securities market over the past few years, but continue to purchase and hold company stock. Plan documents require the fiduciaries to invest 20 percent of the plan assets in company stock. The stock price drops by more than 50 percent. 17 2. The plan documents for Electronic Chain Stores call for fiduciaries to invest up to 50 percent of plan funds in company stock. Despite knowing that the company made false statements about its earnings and inventory, plan fiduciaries continue to invest in company stock. When Electronic Chain Store takes actions inconsistent with its previous statements, the stock price drops 8 percent. 3. Global Eyecare Corporation's foreign subsidiaries' dishonest accounting practices have inflated its stock price. In addition, one of its major products is causing eye infections in markets around the world and will 14. See, e.g., Edgar v. Avaya, Inc., 503 F.3d 340, 348 (3d Cir. 2007 ) ("We cannot agree, however, that these developments, or the corresponding drop in stock price, created the type of dire situation which would require defendants to disobey the terms of the Plans . . Oct. 22, 2012) (noting that if evidence of the growing rate of foreclosures, concerns about the housing market, concerns about lessened underwriting standards, claims that there would be further deterioration of the housing market in the event of a bubble bursting, concerns about increased exposure to the subprime market, internal risk officers' warning, and a decrease in plan assets of more than 90 percent was not sufficient to overcome the Moench presumption, "it is not clear what would be sufficient").
17. In re Citigroup ERISA Litig., 662 F.3d 128, 134 (2d Cir. 2011 ), cert. denied, 133 S. Ct. 475 (2012 .
18. In re RadioShack Corp. "ERISA" Litig., 547 F. Supp. 2d 606 (N.D. Tex. 2008 ).
need to be recalled. Plan fiduciaries know this information, but they continue to invest 100 percent of plan funds in company stock. Plan participants allege that the fraudulent accounting practices and the recall have caused the stock price to drop by 25 percent, and that plan fiduciaries breached their duty to deviate from the terms of the plan. 4. The terms of Superpower Energy's plan require nearly 100 percent investment in company stock. Plan fiduciaries know that Superpower Energy's stock trading practices over the period of two years have artificially inflated the price of the company stock, but they continue to follow the plan terms and invest in company stock. When the trading practices-the same ones used by Enron-become public knowledge, the stock price drops by more than 40 percent.
20
In each of the previous scenarios, the plaintiffs failed to overcome the Moench presumption. Fiduciaries and other commentators have faulted the standard because it establishes duties that are contrary to ERISA's provisions 21 and provides inadequate guidance to the courts. 22 This Note argues that the Moench presumption-as currently applied by the courts-is unsound in both theory and practice because it is unsupported by legal doctrine and public policy. The Note proposes that the Moench presumption should be replaced by a 19 . In re Bausch & Lomb Inc. ERISA Litig., 06-CV-6297, 2008 WL 5234281 (W.D.N.Y. Dec. 12, 2008 PAC, 2012 WL 5198463, at *4-5 (S.D.N.Y. Oct. 22, 2012 (noting that the Second Circuit provided no clear guidance for determining whether a plaintiff has overcome the presumption of prudence).
narrowly defined reasonableness standard that is more in line with ERISA's prudent person standard. Simply stopping the discussion here, however, places plan fiduciaries in an unenviable position. If they fail to deviate from the plan terms, they will be subject to liability for breach of fiduciary duty. But if fiduciaries deviate from the terms of the plan, they risk exposing plan participants and the plan itself to new and substantial tax liabilities-at least in theorywhich could constitute additional breaches of fiduciary duty.
This Note identifies two potential solutions to the fiduciaries' problem. First, Congress could amend the tax provisions governing the plans in question so that a fiduciary's deviation from plan terms under these circumstances does not create any new tax liabilities. Alternatively, plan drafters could include language instructing plan fiduciaries to stop investing in company stock when the reasonableness standard renders continued investment in company stock imprudent. Replacing the Moench presumption and protecting well-intentioned fiduciaries through legislative or practical changes would simultaneously provide litigants-and the courts-with an objective framework to assess stock-drop claims, protect the retirement assets of private employees, and dissuade employers from engaging in activities that are legally, ethically, or financially questionable.
The Moench presumption rests on the premise that "basic principles of trust law require that the interpretation of the terms of the trust be controlled by the settlor's intent."
23 Although this statement is true, 24 the court did not accurately identify or define the settlor's intent in Moench.
25 A settlor's intent is often coextensive with a plain language interpretation of the written terms of the trust in traditional trust law, but this proposition does not necessarily hold when a statutory context requires the inclusion of certain language and the consideration of underlying policy concerns. Thus, the Moench court was imprecise in determining whether the fiduciaries' actions fulfilled the settlor's intent. Several doctrinally suspect decisions followed Moench because no circuit court has revisited Moench's analysis of the underlying trust law. 23. Moench v. Robertson, 62 F.3d 553, 570 (3d Cir. 1995) . 24. Restatement (Third) of Trusts § 4 (2003) ("The phrase "terms of the trust" means the manifestation of intention of the settlor with respect to the trust provisions expressed . . . .").
25. See Part II.D. [Dec.
From a public policy perspective, the Moench presumption is also deficient. Because the framework lacks solid doctrinal grounding, courts have been forced to develop the presumption's contours without true common-law or statutory guideposts.
26
As a consequence, fiduciaries do not know the true scope of their responsibilities and potential litigants cannot approach a dispute enlightened with a clear understanding of the law and how it will be applied, which increases inefficiencies and costs for all interested parties.
Perhaps most importantly, the Moench presumption does little to nothing to curb business conduct that has a direct and detrimental impact on stock prices and employees' retirement accounts. Recognizing that making "[plan] fiduciaries virtual guarantors of . . . financial success" would make retirement plans that hold company stock unattractive options for corporate plan sponsors, the Third Circuit declined to impose any semblance of strict judicial secondguessing. 27 But instead of encouraging businesses to make prudent decision by enabling retirement plan fiduciaries to make truly prudent investments, the Moench presumption places the retirement assets of millions of private employees at risk by insulating fiduciaries from any meaningful judicial review.
The literature almost uniformly acknowledges the high bar plaintiffs face in bringing stock-drop suits, 28 This Note is the first to articulate a doctrinally sound framework that protects both plan participants and plan fiduciaries and that is also supported by the common law of trusts, ERISA's prudent person standard, and relevant policy considerations. Part I briefly introduces ERISA and retirement plans that contain company stock. Part II then traces the origins and development of the Moench presumption, analyzing its theoretical and practical effectiveness and limitations. Next, Part III proposes replacing the Moench presumption with an objectively defined reasonableness standard fully grounded in the law of trusts. Finally, Part IV puts the proposed standard through the paces, contrasting its effectiveness with the Moench presumption.
provides a useful standard that should apply even though its logical extension "contradicts ERISA's explicit exemption from the duty to diversify").
31 REV. 907. Although Gray's proposed "When in doubt, don't" standard is appealing from a policy perspective, it fails to address ERISA's exemption of EIAPs from the duty to diversify. The standard, which she equates to a chef "vouching for the integrity of everything on her menu" or fiduciaries "invest[ing] their own mother's core retirement savings in company stock without reasonable assurance that the investment would not be lost," also lacks both doctrinal support and meaningful objective guidance for plan fiduciaries. Id. at 948.
I. STATUTORY BACKGROUND: ERISA AND ELIGIBLE INDIVIDUAL ACCOUNT PLANS
To understand the Moench presumption's role and shortcomings, one must begin with the basics of ERISA and the eligible individual account plans (EIAPs) that ERISA exempts from the duty to diversify. This Part briefly reviews the structure of ERISA, introduces the most common EIAPs, and discusses the rationale behind investing in company stock.
A. A Brief Overview of ERISA
ERISA regulates the creation, administration, amendment, and termination of certain employer-provided employee benefit plans.
34
During the century leading up to 1974, a mix of state and federal laws governed these plans. 35 Enacted to protect employee benefit plans from abuse, 36 ERISA's broad preemption clause means that federal law now governs when a case "relates to" a covered employee benefit plan.
37
ERISA borrows heavily from the language and law of trusts.
38
Covered retirement plans generally take the form of trusts, the fiduciaries of covered retirement plans generally function as trustees, and employees and retirees are beneficiaries.
39 ERISA imposes certain duties on plan fiduciaries, including the duty of loyalty, the duty of prudence, the duty to diversify plan assets, and the duty to follow plan terms that do not violate ERISA. 40 Many believe an ESOP incentivizes employees to take an interest in the positive performance of the company's stock by directly linking employees' wealth to the price of company stock. 58 In addition, companies also use the favorable tax treatment of ESOPs 59 to finance strategic corporate moves. For example, ESOPs can be used as an anti-takeover defensive strategy or to buy shares of a departing owner's stock in a closely held company. 60 Finally, although it does not provide funding for retirement in amounts as definite as the income generated by a traditional pension plan, the rationale for an ESOP's existence is, in no small part, to provide employees with retirement income. 62 In these plans, employees direct employers to place a portion of their pre-tax earnings into an individual account in lieu of cash compensation. 63 Employers often match this amount, up to a statutory limit. 64 The matching component of the 401(k) plans incentivizes employees to maximize their contributions. 65 These plans typically offer several investment options, including stocks, bonds, funds, and other investment vehicles such as company stock. 66 In 2010, approximately 20 million individuals participated in 401(k) plan that offered company stock as an investment option, and about half of these plan participants actually invested in company stock.
II. THE MOENCH PRESUMPTION OF PRUDENCE
As first articulated by the Third Circuit, the Moench presumption states "an ESOP fiduciary who invests the assets in employer stock is entitled to a presumption that it acted consistently with ERISA by virtue of that decision."
68 Plaintiffs may rebut this presumption by introducing evidence of circumstances unknown to the settlor that would "defeat or substantially impair the purposes of the trust." The district court held that according to plan documents, the ESOP Committee-which acknowledged its role as an ERISA fiduciary-lacked the discretion to invest ESOP funds in anything other than company stock. 74 Because the plan was compliant with ERISA, the district court dismissed the breach of fiduciary claims on a summary judgment motion. 75 On appeal, the Third Circuit vacated the district court's grant of the defendant's summary judgment motion.
76 But this was far from a victory for Mr. Moench and the Statewide ESOP.
The Third Circuit "look[ed] to the common law of trusts for guidance" in adjudicating the matter. 77 After acknowledging the basic principle that a settlor's intent controls interpretation of the terms of the trust, the court stated that "ignoring the general intent behind [ESOPs] in favor of giving beneficiaries the maximum opportunity to recover their losses" failed to honor the principle. 78 It then addressed the issue of asset diversification, noting that the duty to diversify is waivable in the common law of trusts. 79 Because ERISA explicitly waived the duty to diversify, and, as a general rule, "ESOP fiduciaries should not be subject to breach-of-duty liability for investing plan assets in the manner and for the . . . purposes that Congress intended," 80 the court declined to apply a reasonableness standard of review to the ESOP Committee's investment decisions. 81 Next, the court looked to the language of the ESOP's documents, which directed the ESOP Committee to primarily invest in company stock, to determine the appropriate standard at which to hold plan fiduciaries liable for a breach of fiduciary duty. The court stated that fiduciaries had an obligation to follow a mandatory investment directive, unless doing so was impossible or illegal or a court approved a deviation. 82 In contrast, fiduciaries with permissive investment directives needed to "exercise care, skill, and caution in making decisions to obtain or acquire the investment."
83 Noting that ESOP fiduciaries are "not absolutely required to invest in employer securities but [are] more than simply permitted to make such investments,"
84 the court established a standard falling squarely in the middle. Instead of making ESOP fiduciaries' continued investment in company stock "immune from judicial inquiry" or subjecting their investment decisions to "a de novo review," the court determined that they should be entitled to a rebuttable presumption of prudence, subject only to an abuse of discretion standard.
85

B. Additional Circuit Courts Have Adopted the Moench Presumption
Since 1995, the Second, Fifth, Sixth, Seventh, Ninth, and Eleventh Circuits have followed the Third Circuit's lead and applied some variation of the Moench presumption of prudence in stock-drop suits. 86 87 The Second Circuit, a recent adopter of the Moench presumption, formulated it as follows:
[O]nly circumstances placing the employer in a dire situation that was objectively unforeseeable by the settlor could require fiduciaries to override plan terms. The presumption is to serve as a substantial shield that should protect fiduciaries from liability where there is room for reasonable fiduciaries to disagree as to whether they are bound to divest from company stock. The test of prudence is . . . one of conduct rather than results, and the abuse of discretion standard ensures that a fiduciary's conduct cannot be second-guessed so long as it is reasonable. 88 As courts have applied the Moench presumption to new facts, they have elaborated on its scope and effect. Moench v. Robertson involved only an ESOP, but subsequent cases extended the Moench presumption to all EIAPs. 89 Courts have struggled to outline criteria for facts that would be sufficient to rebut the presumption of prudence and overcome the abuse of discretion standard. 90 To date, the only potentially significant circuit split is whether the Moench presumption is a pleading or evidentiary standard. 91 The Supreme Court declined a petition for certiorari that addressed the issue in the he plaintiffs can take some solace from the fact that determining the 'right' point, or even range of 'right' points, for an ESOP fiduciary to break the plan and start diversifying may be beyond the practical capacity of the courts to determine.").
91. In Pfeil v. State St. Bank & Trust Co., the Sixth Circuit declined to follow the Second Circuit, which had recently adopted the Moench presumption, in applying it at the motion to dismiss stage. 671 F.3d 585, 592 (6th Cir. 2012 ), cert. denied, 12-256, 2012 WL 4009309 (Dec. 3, 2012 .
2012 October Term, 92 but granted certiorari in a relevant case one year later.
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C. Did Proposed Alternatives Pose Significant Problems?
In Moench, the court stated that creating a rebuttable presumption of prudence for ESOP fiduciaries was more palatable than the alternatives suggested by the plan plaintiff or the Department of Labor. 94 The court identified several problems it believed the Department of Loabor's suggested standards would leave unsolved:
[B]y subjecting an ERISA fiduciary's decision to invest in employer stock to strict judicial scrutiny, we essentially would render meaningless the ERISA provision excepting ESOPs from the duty to diversify. Moreover, we would risk transforming ESOPs into ordinary pension benefit plans, which then would frustrate Congress' desire to encourage employee ownership. After all, why would an employer establish an ESOP if its compliance with the purpose and terms of the plan could subject it to strict judicial second-guessing? 95 At a minimum, any acceptable standard would need to address these issues, and, according to the Third Circuit, the Moench presumption fit the bill. But was it ever a real possibility that the duty to diversify would be obviated or that ESOPs would be transformed into "ordinary pension benefit plans?" The answers, respectively, are no and maybe.
The court overemphasized the significance of ERISA's exemption of trustees from the duty to diversify. In the common law of trusts, the duty to diversify encapsulates modern portfolio theory.
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Because of market, industry, and firm risk, a failure to adequately diversify trust assets is imprudent unless some special circumstance 92. Id. 93. Dudenhoefer v. Fifth Third Bancorp, 692 F.3d 410 (6th Cir. 2012 ), cert. granted in part, No. 12-751, 2013 WL 6510745 (U.S. Dec. 13, 2013 REV. 641, 646-47 (1996) (noting that the Uniform Prudent Investors Act-which lays out many conceps involved in the common law of trusts-emphasizes diversification of assets because of modern portfolio theory). [Dec.
warrants a highly concentrated investment. 97 The duty to diversify is a default rule, meaning that settlors may direct trustees to make noncapricious, undiversified investments.
98 When plaintiffs bring a claim for breach of fiduciary duty for the imprudent continued investment in company stock, it is distinct from a claim for failure to diversify under the default rule.
99 When plaintiffs sue fiduciaries for continued investment in company stocks, they are suing because they believe the investment was imprudent in light of the circumstances, not because failure to diversify is per se imprudent. The fact that other courts have not followed Moench's formalistic interpretation 100 demonstrates that the risk of obviating the exemption from the duty to diversify was minimal at best. But courts have continued to highlight the risk of turning ESOPs into "ordinary pension benefit plans" through increased judicial scrutiny of fiduciaries' decisions to continue to invest in company stock.
101
D. Settlor's Intent or Congressional Intent?
In Moench, the Third Circuit superimposed the common law of trusts over ERISA's statutory provisions to determine the scope of ESOP fiduciaries' duties. , 623 F.3d 870, 881 (9th Cir. 2010 ) ("We do not read the Moench presumption to apply to a 'diversification' claim, because a presumption of prudence is unnecessary where fiduciaries are not subject to a prudence requirement to begin with. On the other hand, where employer stock is only one of the possible plan investments, and plaintiffs assert a claim that the fiduciary should have divested the plan of employer stock, the fiduciaries would be entitled to the presumption that investment in employer stock was prudent.").
100. See, e.g., id. (declining to equate a claim for a breach of fiduciary duty stemming from continued investment in company stock with a simple claim for failure to diversify investments).
101. originated in trust law. 104 It also noted that trust law principles require that the settlor's intent control its interpretation of the terms of the trust. To provide support for the Moench presumption, the Third Circuit made one major doctrinal move: defining the settlor's intent as increasing employee ownership through investing in company stock. 105 Upon close inspection, this definition appears to be too narrow.
The Restatement (Second) of Trusts 106 defines the phrase "terms of the trust" as any words or actions that manifest the settlor's externally expressed intent at the time the trust was created. 107 The comments provide that the terms of the trust "may be determined by interpretation of the words or conduct of the settlor in the light of all the circumstances."
108 Potentially relevant circumstances include the relationship between the settlor and beneficiaries, their financial circumstances, the type of property included in the trust, business custom, and the "circumstances under which the trust is to be administered."
109
But the Moench court conducted limited inquiries into the words or actions of Statewide or its agents at the time of the ESOP's creation. In fact, the only reference to Statewide's words or actions at the time of the ESOP's creation is the fact that plan documents included the directive to invest "primarily" in company stock.
110 But when it interpreted the terms of the plan, the court appeared to conflate the trust law concept of settlor's intent-the words, actions, and circumstances that manifest the settlor's intent-with boilerplate plan language. This language signifies no more than the fact that Statewide intended the trust to take the form of an ESOP. Federal regulations require all ESOP documents to include such 104 terminology.
111 Instead of providing some insight into the underlying purpose of the Statewide ESOP, the "primarily" language shows only that Statewide intended to set up a plan that complied with federal regulations.
In defining the settlor's intent, the court also singled out one of the circumstances under which the Statewide ESOP was to be administered. The court focused, albeit quite narrowly, on the ESOPs role within ERISA's statutory framework. After distinguishing ESOPs from traditional pension plans and noting that ESOPs' lack of diversification placed employees' retirement assets at a greater risk than plans subject to ERISA's diversification requirements, 112 the court briefly discussed the "original rationale" behind the ESOP-"expanding the national capital base among employees."
113 Stopping just short of explicitly stating that increased employee ownership of companies was the settlor's intent, the court stated that the extent of ESOP fiduciaries' duties should conform to the "general intent behind such plans."
114
The court failed adequately to assess the words, actions, and circumstances surrounding the creation of the Statewide ESOP. In the court's eyes, the prescribed means of investment-primarily purchasing company stock-was the ESOP's purpose. But it improperly imputed special meaning to a boilerplate phrase and substituted congressional intent for settlor's intent.
III. DEVELOPING A NEW STANDARD
Because ERISA is replete with the language of trusts, trust law should serve as the foundation for any new standard of fiduciary obligation. 115 Determining the full extent of a trustee's fiduciary duty requires first identifying the settlor's intent, or purpose, for creating the trust. 116 When the express terms of the trust no longer reflect the settlor's intent, fiduciaries may be liable for continuing to adhere to the offending terms.
117 These basic principles undergird the proposed standard.
This Part first identifies the default settlor's intent for ESOPs and 401(k) plans, distinguishing the static terms of the plan from the "terms of the trust" that are coextensive with the settlor's intent. It then delineates a framework to determine when plan fiduciaries have an obligation to deviate from the static terms of the plan. Finally, Section C addresses some practical considerations that adopting the new standard would present.
A. Identifying the Default Settlor's Intent for ESOPs and 401(k) Plans
Case law and scholarship define the settlor's intent as the settlor's purpose for creating the trust at the time of the trust's creation. 118 The trust's written terms may evince the settlor's intent but are not conclusive. 119 Trust law instructs the court to look beyond the written terms of the trust to the actions of the settlor and the circumstances surrounding the trust's creation to determine the settlor's intent in unclear situations. 120 Because federal regulations dictate some of the trust's language, 121 the circumstances surrounding the creation of the trust-particularly the relationship between the settlor and the beneficiaries, their financial situations, and the statutory overlay-take on an increased importance.
Settlors of ESOPs and 401(k) plans do not enter into a contractual agreement with future plan participants at the time the plans are created. Nonetheless, contract principles are helpful in understanding the relationship between initial plan settlors and future plan participants vis-à-vis the settlor's intent. 122 The initial settlor and plan participants bargain for their mutual benefit, and ERISA's statutory overlay shapes both the contract's language and its underlying public policy considerations. Initial plan participants defer present cash compensation for increased capital ownership and future financial security. 123 This increased future financial security includes consideration for the interests of plan participants' beneficiaries, whose interests are substantially similar to those of future plan participants. Therefore, the interests of present and future plan participants are effectively identical.
The settlor exchanges ownership of company stock and matching cash contributions for an incentivized workforce and favorable tax treatment. 124 In theory ESOPs, which invest primarily in company stock, incentivize beneficiaries by aligning their interests with those that will increase the company's stock price and the value of their retirement accounts.
125
It logically follows that company stock ownership through 401(k) plans would create similar incentives, with a slight variation. Increased diversification in plan assets may shift beneficiaries' incentives from a simple alignment with the price of company stock to a more complex sense of loyalty tied to an increased likelihood of future financial security. In each case, the default settlor's intent, or purpose for creating the plan, is incentivizing beneficiaries through some combination of capital and cash contributions that provide future financial security and engender goodwill.
Discussing a different issue involving fiduciary duties under ERISA, Professor
Langbein suggested that the contract framework may be helpful in interpreting plan terms because, unlike donative transfers, EIAPs "arise from contract rather than gratuity." John H. Langbein, The Supreme Court Flunks Trusts, 1990 SUP. CT. REV. 207, 211 (1990 . The piece discusses the Court's decision not to use contract law to determine the terms of a benefits plan at some length, and suggests that it would have provided more "candor" than attempting to operate exclusively in trust law. R. 515 (1996) .
125. See Kruse, supra note 58 (discussing the empirical research on the motivational effect of ESOPs).
B. A Framework to Determine When the Settlor's Intent Requires Plan Fiduciaries to Deviate from Fixed Plan Terms
As long as the settlor's intent is not illegal, impossible, or against public policy, the trustee generally has an obligation to adhere to the terms of the trust.
126 But the doctrine of deviation, which is notably absent from the Moench opinion, requires fiduciaries to depart from the static terms of the trust when they know or should know that, due to unanticipated circumstances, the terms no longer effectuate the settlor's intent. 127 The following framework proposes a process for identifying when unanticipated circumstances require EIAP fiduciaries to deviate from the terms of the plan.
What Percentage of the EIAP's Assets are Invested in Company
Stock? ERISA requires non-EIAP retirement plans to diversify their investments 128 and forbids them from holding more than 10 percent of their assets in company stock.
129 All EIAPs are exempt from these requirements, and different plans use this exemption to create a wide range of investment portfolios. ESOPs, by definition, invest primarily in company stock. 130 In comparison, some 401(k) plans offer no company stock, while others permit plan participants to hold more than 80 percent of their assets in company stock.
131 Accordingly, one must first identify the type of plan to determine whether a fiduciary's decision to continue to invest in company stock-either through new acquisitions or continued holdings-was contrary to the settlor's intent.
The proposed standard would apply only to EIAPs that authorize or require fiduciaries to invest more than 20 percent of the plan's assets in company stock. This threshold intentionally shields the decisions of many EIAP fiduciaries to continue to invest in company stock from strict scrutiny. 132 The trust law duty to diversify And modernportfolio-theory-based investment advice counsels against holding more than 20 percent of available funds in a single asset. 134 Holding an EIAP fiduciary who invests no more than 20 percent of the plan assets in company stock to a reasonableness standard would render meaningless ERISA's exemption from the duty to diversify. 135 For EIAPs investing minimally in company stock, the current Moench presumption should remain the standard for assessing fiduciary liability.
What Qualifies as an Unanticipated Circumstance?
When trust fiduciaries know or should know of some circumstance unknown to and unanticipated by the settlor that would "defeat or substantially impair the purposes of the trust," they may be held liable for failing to deviate from the terms of the trust. 136 In the contract law framework discussed in Part III.A, the circumstances known or anticipated to the settlor become those known, anticipated, and bargained for by the initial EIAP settlor and plan participants.
Assuming that EIAP settlors and beneficiaries are rational and savvy businesspeople, 137 COMMON STOCKS 117 (2d ed. 1983) ).
135. Taking action for variations less than 20 percent due to unanticipated circumstances would technically not be the same thing as holding fiduciaries accountable for the duty to diversify from which they are exempted. But it functionally has the effect of requiring them to manage more risk than is generally acceptable as regular firm risk under modern portfolio theory. See note 134.
136. See Restatement (Second) of Trusts § 167. 137. This is a generous assumption that favors the settlors, but is important to permit companies to continue to operate with the level of risk permitted by the business judgment rule. Most beneficiaries make irrational investment decisions, especially where company stock is concerned. See Marvin H. Stroud, "Don'
t Put Your Eggs In One Basket": Reforming 401(K) Pensions To Address The Educational And Psychological Issues That Drive Good Employees To
Make Bad Investment Decisions, 41 MCGEORGE L. REV. 437 (2010) (discussing the fact that employees typically aren't savvy investors and make poor investing decisions, especially when presented with an investment option that includes company stock). company stock due to market fluctuations.
138 They also anticipate price changes resulting from industry-related hiccups, 139 and recognize that decisions made by the business firm and its agents would affect the stock price. But does the resulting EIAP represent beneficiaries' acquiescence in all forces that may affect stock price, whether stemming from financial markets, the company's industry, the firm itself, or natural forces? Rational settlors and beneficiaries realize that they are incapable of controlling the market, specific industries, natural disasters, and potentially costly fluke litigation. But all should be understood to bargain with the understanding that they are rational individuals and that the company will be managed rationally. When viewed as a contract between two rational parties, EIAP documents should be understood to implicitly exclude irrational business decisions from the list of acceptable reasons for changes in the price of the company's stock. Therefore, unanticipated circumstances that may warrant deviation from the terms of an EIAP include situations in which companies and their agents conduct themselves irrationally.
The business judgment rule provides ample guidance for determining when business decisions are irrational. The business judgment rule affords corporate directors or officers a presumption that they fulfilled their duties of care in partaking in a business judgment, provided, in part, that they: This has been a high standard for most plaintiffs to meet, 141 but EIAP fiduciaries need not litigate the business-judgment rule to the 138. See Langbein, supra note 96, at 647, n.47 (noting that individuals familiar with modern portfolio theory ascribed very specific risk profiles firm risk, market risk, industry risk, etc.).
139. Id. 140. AMERICAN LAW INSTITUTE, PRINCIPLES OF CORPORATE GOVERNANCE: ANALYSIS AND RECOMMENDATIONS § 4.01(c) (2012); see also Aronson v. Lewis, 473 A.2d 805, 812 (Del. 1984) (articulating the business judgment rule to require that directors and officers act "on an informed basis, in good faith and in the honest belief that the action taken was in the best interests of the company").
141 Under trust law, trustees may be subject to liability for failing to deviate from the terms of the trust if complying with the terms no longer effectuates the settlor's intent. 143 The manner in which the court determines whether a fiduciaries' deviation was justified depends on the circumstances when the deviation took place, and, in some instances, the circumstances when the deviation is before the court. If the deviation occurred during an "emergency," the court will approve the deviation if the court would have approved the deviation based on the information available at the time of the deviation.
144 If the court would not have approved the decision based on information available at the time of the deviation, it will not approve the deviation. 145 In nonemergency situations, the court will approve the deviation if it would have approved the deviation based on the information available at the time of the deviation, and the court would still approve the deviation based on information available "at the time the deviation is before the court."
146 It may approve the deviation if the court would not have approved the deviation at the time it occurred, but would have at the time it is before the court. 147 But, in nonemergency situations, the court will not approve a deviation from the terms of the trust "if the deviation is such that the court would not have authorized it at the time when the propriety of the deviation is before the court."
148
For practical purposes discussed in Part III.C, it makes sense to use the emergency standard to assess an EIAP fiduciary's decision to review, entailing no review of the merits of a business decision corporate officials have made." (citing DOUGLAS M. BRANSON, CORPORATE GOVERNANCE § § 7.01-720 (1993)) continue with or deviate from plan terms. If company stock makes up more than 20 percent of an EIAP's assets, and an unanticipated circumstance occurs, EIAP fiduciaries must determine whether continued investment in company stock is consistent with the settlor's intent of incentivizing beneficiaries through providing retirement income and engendering goodwill. At what specific point must reasonable EIAP fiduciaries deviate from the express terms of the plan? The answer to this question will vary case-by-case, depending on the probable effect of the unanticipated circumstance on the price of the stock and the total percentage of company stock in the EIAP. In ESOPs and other EIAPs with high concentrations of company stock, the potential of relatively small decreases in stock price-15 to 25 percent-that result from unanticipated circumstances that a reasonable fiduciary would attribute to violations of the business judgment rule would trigger a duty to deviate from the terms of the plan. 149 But as an EIAP's concentration of company stock approaches 20 percent, the potential decrease in stock price necessary to trigger a duty to deviate from the terms of the plan would also increase. And, as discussed in Part III.B.1, the Moench presumption would continue to apply to EIAPs that invest no more than 20 percent of their assets in company stock.
150
At first glance, this sliding-scale inverse standard seems to evade ERISA's exemption of EIAPs from the duty to diversify. However, the relationship only empowers fiduciaries to carry out the settlor's intent of incentivizing employees' performance. Following the same logic used to support ESOPs, employees become demoralized, not incentivized, when they lose large amounts of their retirement savings due their employer's irrational business activities. This standard simply accounts for the unarticulated agreement between an EIAP settlor and initial-and future-plan participants.
149. Reasonable minds will differ on the low-end percentage of the stock price decrease range. On one hand, it is conceivable to want to compensate EIAPs for any losses due to irrational business decisions, regardless of how small. And these suits could serve as an encouragement for companies to refrain from making decisions that violate the businessjudgment rule. On the other hand, there is a point where the cost of defending and settling these cases outweighs the benefit they bring to the plans. Because modern portfolio theory attributes 20 percent of a stock's performance to the company's business decisions, I set the range around this mark.
150. I am grateful for Professor Deborah DeMott's analogy between this approach and the Second Circuit's definition of reasonable care in United States v. Carroll Towing Co., 159 F.2d 169 (2d Cir. 1947). [Dec.
C. Practical Considerations
This proposed standard presents several practical challenges. First and foremost, EIAPs, employers, and employees risk losing their favorable tax treatment when plan fiduciaries deviate from the expressly written terms of the plan.
151 Employees, employers, and plan participants would all face immediate tax liabilities.
152 Congress could fix this problem by changing the Internal Revenue Code to exempt necessary deviations from new tax liability. But encouraging plan drafters to include a clause that permits deviation from the plans' initial terms in the case of unanticipated circumstances may offer a more simple solution. 153 The Department of Labor could force the point by issuing new regulations mandating terms to be included in all EIAPs-akin to the Internal Revenue Service's regulation of terms that must appear in ESOPs.
154
After addressing the tax issue, the question of how plan fiduciaries on the ground will deviate from the initial plan terms remains. As noted in Part III.B.3, the Restatement permits trustees to petition the court for permission to deviate from the terms of the trust and establishes liability for breach of fiduciary duty when they fail to petition the court under certain circumstances. But EIAP fiduciaries instructed by plan documents to invest in company stocks face a problem when they petition the court. As this Note articulates the proposed rule, EIAP fiduciaries would petition the court only when they reasonably believed continuing to invest in company stock was imprudent, in light of what they reasonably understood to be conduct inconsistent with the business judgment rule. But if fiduciaries actually petitioned the court in such a manner, they would risk terms of the trust provide for change of circumstances. The settlor may manifest an intention to authorize the trustee, in the event of a change of circumstances, to do acts not otherwise authorized, if such acts are necessary to prevent a defeat or substantial impairment of the purposes of the trust. In such case it is not necessary for the trustee to apply to the court for permission to do the act, since it is not a deviation from the terms of the trust to do the act.").
154. See 26 C.F.R. § 54.4975-11(b) ("A plan constitutes an ESOP only if the plan specifically states that it is designed to invest primarily in qualifying employer securities.").
exacerbating the feared decrease in stock price. Accordingly, an extrajudicial deviation-as the Restatement provides for 155 -would likely be necessary to minimize any additional negative impact on the stock's price. In a similar vein, deviating EIAP fiduciaries would face the difficult task of determining the proper method of deviation. Because an EIAP often holds substantial amounts of company stock, a sell-off risks decreasing the price of the company's stock, which is precisely what the fiduciary seeks to avoid.
156 These concerns may have the long-term effect of limiting EIAP options that invest more than 20 percent of their assets in company stock.
157
IV. APPLYING THE PROPOSED STANDARD TO EIAP FIDUCIARIES As a threshold matter, the proposed standard successfully addresses several concerns raised by Moench and its progeny. It provides clear, objective standards for when an EIAP fiduciary has an obligation to deviate from the terms of a plan. It does not subject EIAP fiduciaries to the duty to diversify or threaten to turn ESOPs into ordinary pension benefit plans. In the absence of congressional action on the tax issue, plan drafters can simply add a clause that allows temporary deviation. And, depending on the reason why and manner in which an EIAP fiduciary deviates from the terms of the plan, it may not raise any insider-trading concerns. 157. Creating a playbook for the deviating EIAP fiduciary is beyond the scope of this Note, but here are a few brief suggestions for how a fiduciary might handle this issue. Because the entire purpose of the EIAP is to align the interests of the settlor and beneficiaries, fiduciaries may look to the company for help in stabilizing the stock price during and after a deviation. Perhaps, provided securities regulations allow, the company could buy back some of the EIAPs outstanding stocks. As an additional option, EIAP fiduciaries could attempt to decrease its holdings and maintain the stock price by selling off the stock in large blocks and repurchasing small percentages. Alternatively, the EIAP could maintain its holding of company stock at current levels, but decrease the volume of stock it purchases, offsetting its exposure with OTC equity swaps. Again, resolving this issue is beyond the scope of this note, but adoption of the proposed standard will require fiduciaries to develop a system of best practices for deviating from express plan terms.
158.
Courts have yet to tackle the question of insider trading relating to stock-drop suits because the case has yet to present itself. It is plausible, in light of the countervailing policy concerns of maintaining the retirement account, that the S.E.C. would refrain from prosecuting for insider trades related to fulfilling EIAP fiduciary duties. It is also not clear that deviating EIAP fiduciaries would meet the scienter requirement. See S.E. C. v. Obus, 693 F.3d 276, 286 (2d [Dec. To compare and contrast the proposed standard and the Moench presumption, consider the examples from the Introduction. 159 In each of these scenarios, the plaintiffs failed to overcome the Moench presumption because the company's viability was not threatened. The standard proposed in this Note would likely reach the same conclusion in all but one of these scenarios, albeit for different reasons.
160
In the first example, the EIAP does not meet the new standard's threshold requirement of mandating more than a 20 percent investment in company stock. Thus, the Moench presumption applies. Because a "dire situation" did not threaten the company's viability or future existence-but more importantly, because 20 percent is within the diversification range for single assets posited by modern portfolio theory-continued investment in the company stock was not imprudent.
In contrast, the EIAP from the second example would meet the 20 percent investment requirement. And because a reasonable fiduciary could consider the company's false statements to violate the business judgment rule, an unanticipated circumstance has occurred. But the decrease in stock price is too small to "defeat or substantially impair" the plan's purpose-here, incentivizing employees by increasing their capital ownership, providing them with a retirement account, and aligning their goals with those of the company.
161
The third example is less straightforward than the first two sets of facts, thereby highlighting the emphasis the proposed standard would place on pleading adequate facts to state a claim. The plan meets the threshold company stock requirement, but the fact pattern does not provide enough information to determine whether plan fiduciaries have an obligation to deviate from the terms of the plan document. The major deficiency is that the fact pattern does not specify whether anticipated circumstances-recalls are routine business practice-or unanticipated circumstances-the fraudulent accounting practices-caused the decrease in price. To plead Cir. 2012) ("Liability for securities fraud requires proof of scienter, defined as 'a mental state embracing intent to deceive, manipulate, or defraud.'" (quoting Ernst & Ernst v. Hochfelder, 425 U.S. 185, 193 & n.12 (1976)) 163 The SEC mounted an investigation into Reliant Energy's practices, 164 the company was forced to restate its earning, 165 and it settled a sizeable lawsuit stemming from claims associated with its trading practices.
166
Despite the overwhelming evidence of deceptive practices and the large losses to the company's EIAP, the court found no breach of fiduciary duty. Instead, the case ensconced the Moench presumption in the Fifth Circuit.
167
Applying the proposed standard, a court should reach a different conclusion. The plan greatly exceeded the 20 percent company stock requirement. And in light of the fact that plan fiduciaries knew of the trading activities and those activities prompted an SEC investigation, a reasonable plan fiduciary should easily conclude that the conduct in question fell outside the business judgment rule. Finally, the magnitude of the plan's concentration of company stock and the potential decrease in stock price increased the statistical likelihood of large losses in employees' retirement accounts, which implies that the plan's fiduciaries would have an obligation to deviate from the terms of the plan to continue to fulfill the settlor's intent of incentivizing employees.
These illustrations demonstrate that, like the Moench presumption, the proposed standard focuses neither on maximizing 162. Kirschbaum v. Reliant Energy, Inc., 526 F.3d 243 (5th Cir. 2008 How is an ESOP fiduciary to determine when diversification is in the best interest of the beneficiaries? Is the fiduciary always to seek the return-maximizing investment, or is there some nontangible loyalty interest served by retaining ESOP investments in employer stock? Additionally, to what extent should ESOPs be considered retirement plans, notwithstanding the qualification contained in most of them, including Statewide's, that they are not designed to guarantee retirement income? 168 By providing an objective framework within which plan participants and trustees may set their expectations and evaluate the merits of claims and defenses, the proposed standard answers the first two questions posed in Moench. The emergence of ESOPs and 401(k) plans as the most popular retirement accounts for private employees answers the last question.
From a public policy perspective, the United States should not adhere to a standard that does not recognize and protect the social policy that undergirds ERISA retirement plans-even those plans that it exempts from the duty to diversify. EIAP fiduciaries will need to develop methods for deviating from the plans of the term without exacerbating price drops resulting from companies' violations of the business judgment rule. But perhaps the real value of the proposed standard is the work it does in aligning the goals of plan beneficiaries, fiduciaries, and the companies that sponsor the plans.
This Note glossed over one final detail, which is that corporate directors and officers frequently serve as EIAP fiduciaries. One possibility is that the proposed standard might encourage companies to establish EIAPs with company stock ownership requirements in the range of conventionally acceptable risk that would be subject only to the Moench presumption. Considering the fact that the retirement accounts of over fifteen million Americans are at stake, many would consider this to be a welcome development. But this outcome is unlikely. If companies abandoned EIAPs, they would miss the favorable tax treatment and the ability to use the plans as tools of corporate finance. By holding fiduciaries accountable for companies' irrational business decisions that decrease the value of employees' retirement accounts, the standard should encourage certain fiduciaries-namely those who are also corporate directors or officers-to self-regulate their behavior and police the behavior of their nonfiduciary counterparts who are also company agents to limit potential liability while continuing to reap the benefits of EIAPs.
